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SUBJECT: Bi ot echnol ogy Conpany Research Expenses Credit Al lows Transfer of Unused
Tax Benefits/FTB Report Annually Regarding Utilization of Transfer

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTSIMPACT REVENUE. A new revenue estimateis provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY.

DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUSANALYSISOF BILL ASINTRODUCED/AMENDED STILL APPLIES.
OTHER - See comments below.

SUWVARY OF BI LL

Under the Bank and Corporation Tax Law (B&CTL), this bill would allow a

bi ot echnol ogy conpany wi th unused tax benefits (research credit carryovers and
net operating |oss (NOL) carryovers) to transfer those benefits to specified
corporations for at |east 75% of the value of the unused tax benefit.

SUVMVARY OF AMENDMENT

The June 26, 2000, anendnments nade the follow ng changes:

?? Del eted the provisions providing for a refund of unused tax benefits and
replaced it with a transfer of unused tax benefits to specified corporations.

Renoved “technol ogy conpani es” fromthe bill.

Capped the total value of tax benefit transfers at $25 million annually and
capped the amount each bi ot echnol ogy conpany taxpayer may transfer annually at
$500, 000.

?? Renoved the requirenent that the departnment track unused tax benefit refund
anount s.

?? Added a requirenent that the departnment report annually regarding the transfer
of unused tax benefits.

s
”

The “Effective Date,” “Legislative H story” and current |aw discussion in
“Specific Findings” of the departnent’s analysis of the bill as introduced
February 24, 2000, still apply. The renainder of that analysis and the anal ysis

of the bill as anended May 18, 2000, are replaced with the foll ow ng.
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SPECI FI C FI NDI NGS5

Under the B&CTL, this bill would allow biotechnol ogy conmpani es with unused tax
benefits (research and devel opnent credit carryovers and NOL carryovers) to
transfer those benefits to a corporation that is a biotechnol ogy company,

bi osci ence conpany or contract research organization that is not affiliated with
the transferor taxpayer and that pays an anmount equal to at |east 75% of the

val ue of the unused tax benefit. The transfer provisions would apply only to

bi ot echnol ogy conpani es taxabl e as corporations that are engaged in research and
devel opnent activities regarding organisns or naterials derived from organi sms,
and their conponents, to provide pharmaceutical products or regardi ng reconbi nant
DNA technol ogy to produce commercial products or pharmaceutical delivery systens.

The total anmount of unused tax benefits that may be transferred by all taxpayers
under this bill is $25 mllion annually. |ndividual biotechnology conmpani es may
transfer no nore than $500, 000 of unused tax benefits annually.

For purposes of determ ning whether a transfer nay be made under the bill's
provisions, a corporation is treated as affiliated with the taxpayer transferor
if either: (1) the taxpayer transferor directly or indirectly owns or controls
10% or nore of the voting rights or 10% of the value of all classes of stock of
that corporation, or (2) another organization directly or indirectly owns or
controls 10% or nore of the voting rights or 10% of the value of all classes of
stock of both the taxpayer transferor and that corporation.

Pol i cy Consi derati ons

This bill would set the maxi mum annual transferred benefits at $25 million
annual Iy, which termis not defined but the departnent assunes is intended
to refer to a calendar year. As a result, the bill would provide an

i nherent advantage to taxpayers with incone years ending early during the
cal endar year because they would be able to transfer their tax benefits
before those with an income year ending |ater during the cal endar year and
bef ore the annual maxi nrum amount woul d be reached.

This bill would provide a tax benefit for taxpayers filing under the B&CTL
that would not be provided to other simlarly situated taxpayers that file
under the Personal Income Tax Law (PITL). Thus, this bill would provide
differing treatnent based solely on entity classification. Further, it is
uncl ear how the benefit would apply to S corporations and their

shar ehol ders.

| npl enent ati on Consi derati ons

Departnent staff has identified the followi ng inplenmentati on considerations.
Addi tional concerns nmay be rai sed as the departnent continues to anal yze the
bill. Departnment staff is willing to assist the author with any necessary
amendnents to resolve these concerns.

1. The bill inmposes an annual limt on the total amount of unused tax
benefits that may be transferred and the anmount of unused tax benefits
that a bi otechnol ogy conpany nmay transfer. However, the bill does not
provi de a nechanism (e.g., pre-transfer approval, certification, or
otherwise) to inplenment this limtation. In the absence of sonme process
to inplenent these annual limtations, taxpayers would be unable to
determne if a transfer of unused tax benefits was effective and woul d
entitle the transferee to claimthe tax benefits on their own tax return.
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2.

It is unclear how the $25 million annual aggregate limt applies. For
exanmpl e, the bill does not specify how the $25 million annual aggregate
limt would be allocated anong taxpayers if the |imtation amount were
exceeded. Mbdreover, as noted above, since the term"annual" is not
defined in the bill, it mght be interpreted as the cal endar year, as the
department has assuned in analyzing this bill, or it mght nmean the
state's fiscal (budget) year. Undefined terns may |ead to disputes

bet ween taxpayers and the departnent.

. This bill would require a paynent to a taxpayer transferor in exchange

for unused tax benefits. The tax treatnent of this paynent is unclear.
Wul d the recei pt of the paynent be inconme and the paynent a business
expense? Further, the bill requires that the taxpayer transferee pay an
anount equal to at |east 75% of the "value" of the tax benefits
transferred, but does not specify how that value is to be deternined.

. This bill uses various terns that are not defined, such as “corporation
busi ness taxpayer in this state,” “new drug,” and “new bi ol ogi cal or
nmedi cal device.” Further, terns are used inconsistently and in an

unusual context that add confusion to the provisions. Undefined terns
and uncl ear definitions can |lead to disputes between taxpayers and the
depart ment .

. This bill does not address whether the entire unused tax benefit or

portions of the unused tax benefit nmay be transferred.

. The requirenent that the departnent report to the Legislature states that

the information to be reported include the “inpact of the unused tax
benefit transfer programon clinical trials by biotechnol ogy conpanies.”
Departnent staff would not have information necessary to nake this

det erm nati on

Subdi vision (c) of the bill specifies that the bill applies only to
"conpani es conducting clinical studies on a new drug or a new bi ol ogi cal
or nedical device." It is unclear whether this applies to transferees in
addition to transferors. |If it does apply to transferees, the
definitions of "contract research organi zati on" or a "bioscience conpany"
woul d likely prevent themfromqualifying for this provision since the
definitions do not require the conpanies to conduct research

Techni cal Consi derati ons

1.

In defining “unused tax benefits,” this bill refers to provisions of
Section 23609, which prescribe carryover rules, but erroneously
ref erences subdivision (d) of Section 23609 rather than subdivision (f).

On page 3, line 31, the word "that" followng "(B)" should be del eted as
sur pl us | anguage.
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LEG SLATI VELY MANDATED REPORTS

This bill would require the departnment to report to the Legislature annually on
the utilization of the transfer of unused tax benefits. The report would include
information regarding the total value of the unused tax benefits transferred, the
total nunber of taxpayers transferring unused tax benefits, the anmount paid by
transferees, the inpact of the unused tax benefit transfer programon clinical
trials by biotechnol ogy conpani es, and any other information hel pful in

eval uating the useful ness of the transfer program

FI SCAL | MPACT

Departnental Costs

The departnent’s costs to administer this bill cannot be determ ned until
i npl enment ati on concerns have been resol ved.

Tax Revenue Esti mate

The revenue estimate for this bill cannot be determned at this tine.

It is not possible to predict in advance what the response of taxpayers
woul d be to the authorization of credit transfers. Further, the

i mpl ement ati on i ssues, discussed above, regarding the tax treatnent of
paynments nade and received for transfers and the annual limtations need to
be resol ved.

It is projected for incone years beginning in 2000 that bi otechnol ogy

cor porations woul d have about $450 million in unused research and

devel opnent credits and $880 million in NOL carry-over deductions that coul d
qualify for transfer under this bill.

BOARD PGSI TI ON

Pendi ng.



